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ABSTRACT 
This paper examines the impact of exchange rate risk on the agriculture exports in 
the era of recurring financial crises and global economic instability. Exchange rate 
risk is captured by misalignments in the real bilateral US-RM exchange rate. This 
paper is divided into two parts. First, the incidence of exchange rate misalignment is 
observed using price-based approach (purchasing power parity) and model-based 
approach (behavioural equilibrium exchange rate). Then, the estimated exchange 
rate misalignment is used as a variable in the export model to capture the impact of 
risks. In addition, the estimated misalignments are segregated into events of 
overvaluation and undervaluation to further comprehend their individual impact. 
Results suggest that in the long run, overvaluation has a significant negative impact 
on palm oil exports. The opposite however, could not be construed in the case of 
undervaluation which suggests asymmetries in the impact of over- and under-
valuation of the exchange rate. Other agriculture exports do not exhibit significant 
long run relationship with exchange rate misalignment. In summary, it is imperative 
that policy-makers avoid both over- and under-valuation and keep the real exchange 
rate in line with the economic fundamentals especially in the case of palm oil 
exports. 
Vll 
TABLE OF CONTENTS 
Page No. 
Off er Letter . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11 
Cover Letter . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. . 1v 
Project Team Members .. . .. . . . . . . . . . . . . . . . . . . . . . . . .. . . . . . . . . . . . .. .. . . . . . . .. . . .... v 
Acknowledgment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . v1 
Abstract . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . vu 
List of Tables . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1x 
List of Figures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . x 
List of Abbreviations . .. .. . . .. . .. . .. . .. . .. . .. . .. . .. .. . .. . .. . . .. .. . . .. .. . . .. .. . .. .. . x1 
CHAPTER 1 - INTRODUCTION .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. . .. 1 
CHAPTER 2 - BACKGROUND INFORMATION 
2.1 Introduction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 
2.2 The Agriculture Policies .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. 5 
2.3 Incentives in the Agriculture Sector .. .. .. .. .. .. .. .. . .. .. .. .. .. .. .. .. .. . 7 
2.4 Performance of the Agriculture Sector .. .. .. .. . .. .. .. .. .. .. .. .. .. .. .. .. 10 
2.5 Conclusion . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .... 14 
CHAPTER 3 - THEORETICAL AND EMPIRICAL FRAMEWORK 
3 .1 Introduction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15 
3 .2 The Theoretical Model . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15 
3.3 The Empirical Model .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. . .. .. .. .. .. .. .. .. .. .... 17 
3.4 Conclusion ... .. . . .. . . . .. . .. . .. . .. . .. . . .. .. . . .. . .. . . . .. . ... .. . . .. .. . . .. . .... . 18 
CHAPTER 4 - ESTIMATION OF THE EXCHANGE RA TE 
MISALIGNMENT 
4.1 Introduction .. . . .. .. . .. . .. . .. . . .. . .. .. . .. . .. . .. . .. . . .. .. . . .. . . . .. . .. . .. . . .. . 19 
4.2 Price-based approach: Purchasing Power Parity (PPP) 19 
4.3 Model-based approach: Behavioural Equilibrium Exchange Rate 
(BEER) ..... . ... . . . . ..... . ......... . .. . . .. .. .......... . ..... . . . ... .. ... ..... 20 
4.4 Conclusion . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. 23 
CHAPTER 5 - ESTIMATION METHOD 
5 .1 Introduction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24 
5.2 Bounds Testing Method . .. .. .. . .. . .. .. .. .. .. .. .. .. .. .. .. .. . .. .. .. .. .. . .. . 24 
5.3 Wald Test for Asymmetries .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. . 27 
5.4 Conclusion . . . . .. . . . . .. . .. .. . .. . .. . .. . . .. . .. . .. .. . .. . . .. .. . . . . .. . . .. .. . .. ... 28 
CHAPTER 6 - EMPIRICAL RESULTS 
6.1 Introduction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 29 
6.2 Results - Palm Oil Exports . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 29 
CHAPTER 7 - CONCLUSION . .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. .. 37 
References . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . ... 39 
Appendices . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 43 
Vlll 
LIST OF TABLES 
Table No. Description Page No. 
2.1 Contribution of the agriculture sector by SITC as a 11 
percentage of total exports 
6.1 Bounds testing for the existence of long run relationship 30 
6.2 Long run coefficient estimates on Malaysia's palm oil 
export volume 32 
6.3 Unrestricted error correction representation for the ARDL 
model 34 
6.4 Test for Asymmetry based on Wald Test 36 
IX 
